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Abstract: This paper examines the impact of strategic asset allocation on total returns of investment
portfolios. It aims to confirm the results of previous studies using US investment data that found strategic asset
allocation dominating the other investment decisions namely market timing and security selection. Using data
from Australian managed funds, strategic asset allocation is found to account for most of the total returns in terms
of magnitude and around 88% of the variability in total portfolio returns. Suggestions are made to expand the
scope of the study to be able to generate more conclusive results.
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1. Introduction

One of the key concepts in Personal Financial Planning is the importance of strategic asset allocation (i.e.,
making a long-term decision now on how to allocate investments among the different asset classes such as cash,
fixed interest, property and shares). By adopting a long-term investment horizon, portfolio returns can be better
optimized as mean reversion in the returns of the different asset classes is more in play (Brennan and Schwartz,
1997). In practice, financial planners recommend a strategic asset allocation for clients on the basis of their risk
profiles and try to maintain their portfolios within this benchmark (Taylor et al., 2010). Financial planners provide

support for this approach through academic literature as the following typical explanation shows:

The determination of strategic asset allocation is the first and most important step in developing
yvourinvestment portfolio. In fact, analysis of longer term asset returns indicates that determining
the proper asset allocation from the start is the overriding determinant of portfolio performance —
much more so than individual security selection. This is shown in the following chart:
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Figure 1 Sample Extract from A Financial Plan
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The study cited above, Brinson 1991, was based on investment data in the United States. The present paper

aims to confirm the importance of strategic asset allocation using Australian investment data.
2. Review of Literature

Early works provided the theoretical foundation for the concept of investment performance attribution,
initially decomposing returns into those attributable to market timing and those attributable to security selection
(Fama, 1972).

The current popular model incorporates the returns from both the passive and active aspects of investment
portfolio management (Bacon, 2008):

Tiotal = Tpassive portfolio T Ttiming T Tselection T Tinteraction (1)

The passive portfolio return or the benchmark return is that of a portfolio that has a long term or benchmark
asset allocation with each asset class yielding benchmark returns.

Tpassive portfolio = 2.(Wpi X Tpi) ()]

Where: w,,; = passive or benchmark weight for asset class i; rp; = passive or benchmark return for asset class i.

The benchmark weightings can be taken as the strategic asset allocation. Benchmark returns are typically
calculated from industry accepted accumulation indeces for the different asset classes.

The last three terms in Equation (1), taken together, represent the incremental return resulting from active
investment decisions. Timing is the under or overweighting of an asset class relative to the benchmark weightings
for the purpose of achieving incremental returns above the passive or benchmark returns.

Timing = 2 (Wai X Ipi) - 2(Wpi X Ipi) 3)

Where: w,; = actual weight for asset class i

Security selection is the active selection of investments within an asset class for the purpose of achieving
incremental returns above the passive or benchmark returns. Selection return is the portfolio’s actual asset class
returns in excess of those classes’ benchmark returns weighted according to the benchmark asset allocation.

Tselection = 2(Wpi X Tai) - 2(Wpi X Tpi) 4)

Where: r,; = actual return for asset class i

The previous components may not completely account for the total return and therefore the last term,
interaction return, is needed. However, studies of major equity markets US, UK and Japan show that its relative
magnitude is not significant (Bacon, 2008). It was also found to be small in a study of US pension funds (Brinson
et al., 1991). The present paper will therefore adopt the following simplified version of Equation (1):

Tiotal = Tpassive portfolio T Ttiming T Tsclection )

Literature suggests that among managed funds, active investment management in terms of market timing and
security selection does not conclusively add returns to passive investment management. A study among Australian
pension funds found that fund managers do not exhibit significantly positive market timing or security selection
skill (Gallagher, 2001). Another study among Australian managed funds showed that active managers have been
unable to deliver superior returns through tactical asset allocation, which is somewhat equivalent to market timing
(Faff et al., 2005).

As mentioned earlier, Brinson 1991 is often cited to highlight the importance of strategic asset allocation.

This study among 82 large pension funds in the US found that active investment decisions by fund managers did
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little on average to improve portfolio performance over the 10-year study period. Strategic asset allocation was
found to be the overwhelmingly dominant contributor to total return, accounting for 91.5% of its variability. The
present paper aims to determine the impact of strategic asset allocation on total portfolio returns using data

available on Australian managed funds.

3. Data and Method of Analysis

The present paper utilizes a similar methodology to Brinson 1991. Total returns and the magnitudes of each
component were determined for the managed funds. The total returns were also regressed against the components
to determine the relative amount of variability in total returns attributable to each component. This provides an
indication of the relative importance of the investment decisions affecting total portfolio return.

The present paper utilized historical data for the various diversified funds managed by Vanguard Investments

Australia. Managed funds across the range of investment options were included in the study.

Table1 Managed Funds Utilized in the Study

Name of fund

Fund size as of 30 June 2012

Historical data studied

Conservative Fund

AUD 502.6 million

Jan 2003 to Jun 2012

Balanced Fund AUD 985.1 million Jan 2003 to Jun 2012
Growth Fund AUD 929.8 million Jan 2003 to Jun 2012
High Growth Fund AUD 500.4 million Jan 2003 to Jun 2012

For each managed fund, quarterly historical data were obtained for actual total return, benchmark asset

allocation and actual asset allocation.

Table 2 Dataset for Each Managed Fund

Quarter: Jan-Mar 2003 Apr-Jun 2012
Actual total return: X X
Strategic or benchmark asset allocation (%):
Cash X X
Australian fixed interest X X
International fixed interest X X
Property X X
Australian shares X X
International shares X X
Actual asset allocation (%):
Cash X X
Australian fixed interest X X
International fixed interest X X
Property X X
Australian shares X X
International shares X X

Over the same study period, quarterly returns were calculated using historical total return or accumulation

index values for industry accepted benchmark indeces representing the different asset classes.
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Table 3 Benchmark Indeces Utilized in the Study

Asset class Benchmark index (all in AUD)
Cash JP Morgan Australia Cash Total Returns Index
Australian fixed interest JP Morgan Australia Govt Bond Total Returns Index
International fixed interest JP Morgan Global (ex-Australia) Govt Bond Total Returns Index
Property S&P ASX Property Trust Accumulation Index
Australian shares S&P ASX All Ordinaries Accumulation Index
International shares MSCI World (ex-Australia) Gross Total Return Index

For each managed fund, the passive portfolio return or benchmark return for each quarter was calculated
using the previously defined equation.
Tpassive portfolio = 2(Wpi X Tpi) (6)
Where: w,,; = passive or benchmark weight for asset class i; rp; = passive or benchmark return for asset class i.
For each managed fund, the timing return for each quarter was calculated using the previously defined
equation.
Ttiming = 2(Wai X rpi) - Z(Wpi X rpi) (7)
Where: w,; = actual weight for asset class 1
The present paper differed from Brinson 1991 in calculating the selection returns. Whilst in their case, all
data to needed to calculate selection returns directly using Equation (4) were available, it was not in this case.
Quarterly selection returns were therefore calculated from the other three terms using a transposed version of
Equation (5).

Tselection — Ttotal — (rpassive portfolio T rtiming) (8)
4. Results of Analysis

The results are consistent with literature, in that strategic asset allocation was shown to account for the bulk
of total portfolio returns in terms of magnitude. However, for the dataset utilized in this study, it appears that

market timing and security selection have more significant contributions than what literature has shown.

Table 4 Magnitude of Component Annualized Returns

Name of fund Fund size Tiotal Tpassive portfolio Timing Tselection
Conservative Fund AUD 502.6 million 6.18% 5.08% 0.08% 1.02%
Balanced Fund AUD 985.1 million 6.33% 5.07% 0.18% 1.07%
Growth Fund AUD 929.8 million 6.62% 5.15% 0.06% 1.41%
High Growth Fund AUD 500.4 million 6.47% 5.54% 0.12% 0.81%
Weighted average: 6.42% 5.18% 0.11% 1.13%

Regressing the total returns against the various components to determine the relative amount of variability
attributable to each one shows that strategic asset allocation dominates the other investment decisions. On a
weighted average basis, it accounts for 88% of the variability in total returns. This is consistent with the results of

Brinson 1991 which found that it accounts for 91.5% of the variability in total returns of US pension funds.
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Table 5 Percentage of Total Return Variability Attributable to Each Investment Activity

Name of fund Fund size Strategic asset allocation Market timing Security selection
Conservative Fund AUD 502.6 million 70.00% 0.50% 29.50%
Balanced Fund AUD 985.1 million 87.30% 0.00% 12.70%
Growth Fund AUD 929.8 million 92.70% 0.00% 7.30%
High Growth Fund AUD 500.4 million 98.10% 0.00% 1.90%
Weighted average: 87.89% 0.09% 12.02%

It is interesting to note that strategic asset allocation plays a greater role as the proportion of risky assets in
the portfolio increases. Perhaps this reinforces the findings of Brennan 1997, in that it is more important to adopt a
strategic asset allocation with risky portfolios so that mean reversion in the returns of the risky asset classes is

better realized in the long term.

5. Summary and Conclusion

The aim of the present paper is to confirm the importance of strategic asset allocation as far as the overall
performance of an investment portfolio is concerned, using Australian investment data. This issue is important
because of its implications on investment and personal financial planning advice given that financial planners
usually advise clients to adopt a long term investment horizon through strategic asset allocation. The aim of this
paper has been attained, with some limitations.

An obvious limitation of this study is that it only included four Australian managed funds. The total size of
these funds, AUD 2.9 billion, although significant is still just a drop in the bucket. The size of the Australian
managed fund industry is currently estimated at AUD 1.9 trillion (ABS, 2012). Although it has generated some
useful general conclusions, this paper mainly serves as a starting point for conducting a more thorough study of
managed investments in Australia as far as the importance of strategic asset allocation is concerned. Further
research will be carried out using similar data that can be obtained from other fund managers.

Another area for further study is that of non-institutional investors. Self-managed superannuation (or pension)
funds, for instance, would provide a picture of individual investors’ investment decision making. It would be worth
studying whether the same conclusions as above would be generated. However, self managed superannuation fund

data might be more difficult to obtain than data from institutional investors such as fund managers.
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